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Topic Mentor 
V.G. Narayanan 


V.G. Narayanan teaches both basic and advanced courses in financial and accounting topics to M.B.A. 
and doctoral students at Harvard Business School, where he is a Professor of Business Administration. 
He believes that budgets must accomplish more than control purposes to serve an organization well. 
He consults with numerous businesses and has a special interest in managerial accounting. V.G. has 
contributed articles to accounting journals and has published many case notes for the school. He is a 
graduate of Stanford University, where he received his M.S. in Statistics, M.A. in Economics, and a Ph.D. 
in Business. His ability to make difficult concepts comprehensible is evidenced in this topic on 
budgeting, which has a practical approach. 
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What Would You Do? 


: What Would You Do? 


l Mei Po runs a small artisan shop that makes decorations and gifts for the Chinese New Year. 
: Unique hand-crafted touches and a great word-of-mouth reputation keep her products in high 
| demand. 


: Recently, Mei Po learned that the space next door was available to lease. The timing was right as 
; she was looking to expand her business. But as she reviewed the loan application, she noticed 

| that in addition to a business plan, she needed to prepare a one-year budget. Mei Po was taken 

: aback. 


: She planned her cash-flow month to month. How could she predict what would happen over the 
period of a year? It seemed impossible. 


: What would you do? 


2 The first step in developing a budget is to establish a set of assumptions about the future. 
Questions Mei Po might ask include: Will the demand for her gifts grow over the next year? If 
; yes, by how much? 
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; The next step is for Mei Po to calculate expected revenues and expenses based on past 

: performance and future expectations. The difference between revenues and expenses is net 
income. If Mei Po is satisfied with the numbers, she can finalize her budget. If she wants higher 
: net income, she needs to identify new strategies that will support different assumptions. 


: In this topic, you'll learn how to identify and create a budget that will most effectively help you 
meet your business goals and how to use communication skills to develop realistic, accurate 
; budgets that keep your organization on track. 


Mei Po wants to expand her business. How can she budget for the next year? 


Topic Objectives 


This topic helps you: 


e Understand what budgets are and how the budgeting process works 
e Prepare different types of budgets 

e Create "what if" scenarios 

e Monitor and evaluate budget performance 


What is budgeting? 


A budget is the financial blueprint or action plan for an organization. It translates strategic plans into 
measurable expenditures and anticipated returns over a certain period of time. 


Budgeting is the process of creating and fine-tuning budgets. Budgeting activities include: 


e Forecasting future business results, such as sales volume, revenues, capital investments, and 
expenses 

e Reconciling those forecasts to organizational goals and financial constraints 

e Obtaining organizational support for the proposed budget 

e Managing subsequent business activities to achieve budgeted results 


If you have profit and loss responsibility, the financial results of your division or business unit versus 
the budget may be a key factor in evaluating your job performance, and may also be tied to your 
compensation. 
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An understanding of the basics of budgeting and the budget process is, therefore, essential to 
creating realistic budgets that will later serve as performance benchmarks. Moreover, if you are skilled 
at "selling the budget" within your organization and negotiating compromises during the budgeting 
process, you will be more likely to see your budget requests met. 


Key Idea: The budgeting process 


: Key Idea 


, The budgeting process involves establishing goals, evaluating different ways of achieving these 
; goals, and assessing the financial impacts of these strategies. 


: There are typically four components in the budget process. 


: 1. Setting goals. Some organizations mandate company wide goals such as "increase net profits 
by 10% during the next year." Individual departments then translate these directives into 

| financial goals that are relevant for their particular activities. For example, the sales department 
might set a goal of increasing revenues, while the purchasing department will look for ways to 

_ reduce costs. 


: 2. Evaluating and choosing options. Several tactics may be used to meet a specific goal. You will 
; need to consider which tactics are likely to be most effective in your particular situation and will 
; also be supported across the organization. 


7 3. Identifying budget impacts. Decisions about strategic goals and tactics are used to develop 
: assumptions about future costs and revenues. For example, upgrading your advertising to reach 
| more markets might mean that you need to hire professional marketing consultants. 


: 4. Coordinating departmental budgets. Individual unit and division budgets are combined into a 
single master budget that expresses the organization's overall financial objectives and strategic 
: goals. 


7 Typically, budgeting is an iterative process in which different groups prepare preliminary 
; budgets, and then come together to identify and resolve differences. 


What are the four steps to creating a budget? 


Evaluating management's performance 


Budgets can provide essential tools for measuring management performance. By comparing the actual 
results to the budget over a period of time, an evaluator can determine a manager's overall success in 
achieving his or her department's strategic goals. 


Because actual results may differ from budgeted results due to reasons beyond an individual manager's 
control—such as an overall downturn in the economic cycle or an unexpected spike in prices of raw 
materials—performance evaluations should be matched to appropriate measures of results. 


Some financial measures of performance include: 
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e Gross margin measures profitability after direct production costs but before other costs that are 
not specifically tied to production, such as marketing, administrative, and interest expenses. 


Gross margin = $40,000/$120,000 = 33% 


e SG&A (selling, general, and administrative costs) as a percentage of sales is a measure of an 
organization's effectiveness in controlling costs. 


SG&A as a percentage of sales = $20,000/$120,000 = 16.7% 


e Revenue per employee is a measure of the operational efficiency of an organization, relative to 
other companies in the same industry. 


Revenue per employee = $120,000,000/225 = $533,333 


Leadership Insight: Budget Impacts 


7 The budget is the glue that holds together the different parts of the organization. You might 
: have individual pockets of excellence in different parts of the organization, but they‘re not going 
_ to be coordinated with each other. 


So I liken this to each department being a pearl, but you will need the string to make a necklace, 
: and the budget is the string that creates the necklace for you. So you want your sales and your 
production departments to be coordinated with each other. Well, they‘ll be coordinated only if 

; they‘re working off the same budget. 


The second rule for the budget is resource allocation. You’re going to determine how much 
capital budgets I‘m going to have, how much I‘m going to spend on operating expenses, and 
: those decisions involve tough priorities and tough choices. And if you do not have a budget, 
those tough choices would never get made and there would be a lot of inefficiency in the 

: organization. 


The third reason why you should pay a lot of attention to an effective budget is that that’s what 
sets you up for a very effective performance evaluation at the end of the period. If you have : 
: some targets, which is what budgets are, then you have something to compare actual 
performance against, and you know whether someone did a good job, whether they should be 
promoted, whether they need to be given a bonus, whether they need to be sacked. 


: So lots of personnel decisions, whether you have the right person for the right job, get decided 
; around a budget. So getting the budget right is very important for resource allocation decisions, 
| for personnel decisions, and coordination of the whole organization. 


Getting the budget right is critical because it impacts the coordination of the whole organization. 


V.G. Narayanan 
Professor, Harvard Business School 


V.G. Narayanan is a professor at Harvard Business School, where he has 
taught Financial Reporting and Control, Measuring and Driving Corporate 
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Performance, Management Control and Performance Measurement, and 
several executive education courses. 


His current research is concerned with managerial accounting, including 
research on control issues in inter-organizational settings and the use 
of cost accounting and control systems in hospitals. 


V.G. received his bachelor's in commerce from the University of Madras 
in 1988. He then received his MBA at IIM Ahmedabad in India. V.G. also 
has a Master of Science in statistics and Master of Arts in economics 
from Stanford University, as well as a Ph.D. in Business from Stanford's 
Graduate School of Business. V.G. is an Associate Member of the 
Institute of Chartered Accountants of India and a member of the 
American Accounting Association. 


Budget categories 


qe 


There are different types of budgets for different purposes. Some of the main types of budgets 
include: 


e Operating budgets reflect day-to-day expenses and depreciation (the current portion of 
capitalized expenses). They typically cover a one-year period. 

e Capital budgets outline planned outlays for investments in plant, equipment, and product 
development. Capital budgets may cover periods of three, five, or ten years. 

e Cash budgets plot the expected cash balances the organization will experience during the 
forecast period, based on information provided in operating and capital budgets. Cash budgets 
are prepared by the finance department and are critical to ensuring that the company has 
sufficient liquidity (cash and credit) available to meet expected cash disbursements. 


Rolling up the budgets 


Department or unit managers are most frequently asked to develop operating budgets and capital 
budgets for their departments. You can also create subsets of the operating and capital budgets for 
individual projects, geographic locations, or large, line-item expenses such as advertising. These 
detailed schedules allow you to keep a closer eye on revenues and expenses within your department. 


The diagram below shows how departmental operating and capital budgets are coordinated to create 
financial budgets including the cash budget, the budgeted balance sheet, and the budgeted statement 
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of cash flows. All of these budgets together are "rolled up into" the master budget, summarizing the 
financial projections within an organization for a given period of time. 


Coordinating departmental budgets into the master budget 


Traditional budgeting and alternate approaches 


Many organizations use a "traditional" budget—a budget that covers a one year period and presents 
forecasts that do not change during the life of the budget cycle. Companies use traditional budgets 
because they are easy to put together and simplify coordination of budget assumptions across 
different departments. 


Traditional budgets, however, have been under growing attack from those who feel that they no longer 
serve a modern organization's needs. Critics complain that budgets are timed incorrectly (too long or 
too short); rely on inappropriate measures; and are either too simplistic (or too complex), too rigid 
(inflexible in a changing business environment), or too political (the incentives for managers send the 
wrong messages). 


As a result, some organizations blend alternative approaches to budgeting to meet their individual 
needs. The table below shows the elements of a "traditional" budget and some alternative approaches 
to budgeting that your company may use. 


Traditional budgets and alternative approaches 


Budget Approach Description 
Parameter 

Time Fixed The budget period 
period of budget is a specific time 
the budget period, usually 


(traditional) coinciding with the 
company's fiscal 


year. 
Rolling The budget is 
budget continuously 


updated so that 
the time frame 
remains stable 
while the actual 
period covered by 
the budget 
changes. For 


example, as each 
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Forecast Static 

values budget 
(traditional) 
Flexible 
budget 


Forecasting Incremental 
process budgeting 


(traditional) 


Zero-based 
budgeting 


Budgeting 
month passes, a 
one-year rolling 
budget would be 
extended by one 
month so that 
there would always 
be a one-year 
budget in place. 


Presents one 
forecast for a 
given time period 
and is not changed 
during the life of 
the budget. 


Budgeted revenues 
and costs are 
adjusted during the 
budget period 
according to pre- 
determined 
variances between 
the budgeted and 
actual output and 
revenue. 


The previous 
period's budget 
and actual results, 
as well as 
expectations for 
the future, are 
used in determining 
the budget for the 
next period. 


The budgeting 
process begins 
from the ground 
up, as though the 
budget was being 
prepared for the 
first time. 
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Setting Top-down Senior 

goals (traditional) | management sets 
budget goals— 
such as revenue 
and profit—and 
imposes these 
goals on the rest 
of the 
organization. 


Participatory Those responsible 
for achieving the 
budget goals are 
included in setting 
those goals. 


While the alternative approaches may result in greater accuracy and functionality, some can consume 
so much time that they distract managers from other critical activities. 


Kaizen budgeting 


If your company uses Kaizen budgeting, cost reductions are built into the budget on an incremental 
basis so that continual efforts are made to reduce costs over a given time period. The advantage of 
Kaizen budgeting is that the budget process puts continuous pressure on managers to achieve cost 
efficiencies. A disadvantage is that Kaizen budgeting is difficult to maintain because the rate of 
budgeted cost reduction declines over time, making it more difficult to achieve improvements after the 
"easy" changes have been achieved. 


Fixed and variable costs 


In preparing budgets you need to differentiate between fixed costs and variable costs. 


Fixed costs are those that remain fairly constant within a wide range of production or sales volumes. 
Examples of fixed costs include: 


e Rent 

e Basic utilities including electric and telephone service 
e Equipment leases 

e Depreciation 

e Interest payments 

e Administrative costs 

e Marketing and advertising 

e Indirect labor, such as salaried supervisory employees 


Variable costs are those that change in direct proportion to changes in activity. Examples of variable 
costs include: 
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e Raw materials 
e Direct labor 
e Packaging 
e Depreciation due to usage 
e Power and gas used in manufacturing 
e Shipping 
e Sales commissions 
e Income taxes 


Estimates of variable costs that will be incurred during the budget period will depend on the production 


forecast. On the surface some costs may appear fixed. In reality, however, they represent long-term 
variable costs. For example, if production or sales volumes increase by a sufficiently large amount, a 


company may need to lease additional equipment, rent more warehouse space, or hire additional 
administrative help. Being aware of such constraints will enable you to anticipate the need for 
expanded capacity and to include these expenditures in your budget requests. 


Activity: When is a fixed cost not fixed? 


Differentiating between fixed and variable costs is an important part of creating a budget. Check your 


understanding of these two categories. 


Sophie's company, CalcuTech, is a leading producer of business calculators. The following 
| Statistics indicate fixed and variable costs for her company at different levels of production of 
their top-selling product, the MathTech calculator. 


At 0 units of production (no MathTech calculators produced), CalcuTech's fixed costs are 50 and 


: its variable costs are 0. Variable costs steadily increase at 9.09 per unit. Fixed costs remain at 
50 until 300 units, at which point they jump to 100. They remain at 100 until 600 units, at 

; which point they jump to 150. They remain at 150 until 900 units, at which point they jump to 
200. This trend continues for all available data. 


: Currently, CalcuTech produces 500 units of the MathTech calculator. If Sophie's company 
| decreases production to 400 units, what happens to the corresponding fixed and variable costs? 


The fixed costs increase, while the variable costs remain the same. 


Not the best choice. Actually, a 100 unit decrease in production would lower the variable 
costs (the costs that change in direct proportion to production). This decrease would not 
affect fixed costs. For instance, Sophie's company will pay the same amount for rent 
whether they produce 400 units or 500 units. 


The fixed costs remain the same, while the variable costs decrease. 


Correct choice. In this instance, reducing production caused certain costs to decrease, 
and other costs to stay the same. The costs that decrease—the variable costs—involve 
costs that will change depending on the specific number of units produced, such as 
shipping. The costs that stay the same—the fixed costs—involve expenses, such as rent 
for the factory, that will not change over a 100-unit decrease in production. 


Both fixed and variable costs will stay the same. 


Not the best choice. Only the fixed costs, or the costs that do not change over a 
decrease in production, will stay the same. Variable costs, or the costs that will change in 
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: direct proportion to the change in production, will decrease. For instance, if Sophie 
produces 400 units instead of 500 units, the total shipping costs will be reduced because 


her company will not have to pay to ship as many calculators. That means that shipping 
is a variable cost. 


: The following statistics indicate fixed and variable costs for CalcuTech at different levels of 
production of their top-selling product, the MathTech calculator. 


At 0 units of production (no MathTech calculators produced), CalcuTech's fixed costs are 50 and 


| its variable costs are 0. Variable costs steadily increase at 9.09 per unit. Fixed costs remain at 
50 until 300 units, at which point they jump to 100. They remain at 100 until 600 units, at 
which point they jump to 150. They remain at 150 until 900 units, at which point they jump to 
200. This trend continues for all available data. CalcuTech leases two fabrication machines, each 
: of which produces 300 calculators. Increased demand leads Sophie to increase production of the 
MathTech calculator from 500 units to 800 units. 


2 After the increase, what happens to the fixed cost, and what is a possible reason for this? 


The fixed costs increase, because Sophie will have to pay more for raw materials. 


Not the best choice. While the fixed costs will increase, raw materials are a variable cost 
that directly correlates to production rates. 


The fixed costs stayed the same, because these costs do not change for any variation in 
production. 


Not the best choice. Fixed costs stay the same over a wide range of production volume. 
In this case, the cost for leasing fabrication machines would stay the same whether 
Sophie was producing 300 units or 600 units. But even fixed costs can increase when 
drastic change occurs. 


The fixed costs increase because Sophie has to lease an additional fabrication machine to 
meet the new demand. 


Correct choice. Sophie will need to lease another fabrication machine to meet the 
additional demand. While leasing a fabrication machine would usually be a fixed cost, even 
fixed costs can increase when large production changes occur. 


Allocated costs 


Operating budgets may include allocated costs—costs associated with operating the overall company 
that are not tied to individual products or departments. The most significant allocation is usually 
overhead. This figure typically includes the office rent for the building occupied by corporate 
headquarters, and salaries and expenses associated with corporate management. How these costs are 
attributed to individual departments varies from one company to another. Some organizations may 
allocate overhead to certain department budgets—those that produce revenue, for example—and not 
others. 
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Activity-based costing (ABC) 


Your company may use activity-based costing (ABC) to allocate costs. Activity-based costing allows 
companies to more precisely identify overhead costs associated with producing revenue. Instead of 
allocating overhead costs to products based on broad measures such as revenue or production volume, 
ABC starts with the cost of resources, allocates these costs to activities, and then allocates the cost 
of activities to products. Activities may be broadly defined (such as managing purchasing) or narrowly 
defined (such as managing purchasing for research and development). Maintaining an ABC system 
requires managers and employees to maintain detailed information about how much of their time is 
devoted to particular activities. 


Activity-based budgeting (ABB) 


Organizations that use ABC to allocate overhead and other costs to individual departments may also 
adopt activity-based budgeting (ABB). Activity-based budgeting starts with forecasting the planned 
sales volume for each product. Historical data from the activity-based costing system is then used to 
estimate the required activities to produce that volume, the resources required to support those 
activities, and the cost of those resources. 


The primary advantage of activity-based budgets is that costs can be more accurately associated with 
activities, making the planning process more precise and corrections more effective. Companies using 
this approach report benefits including: 


Establishing more realistic budgets 

e Improved accuracy in identifying resource needs 

e Better linking of costs to outputs 

e More precise allocation of costs to staff responsibilities 


The disadvantage of this approach is that it can be costly and complex to establish, so that it may not 
be worth the trouble for a small company with few products or services. It also has to be adopted by 
and embedded into the whole organization; one division alone can't decide to develop its own ABC or 
ABB system. But when the circumstances are right, activity-based approaches to understanding the 
economic dynamics of an organization provide long-term planning benefits. 


Defining goals 
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Some goals may be set by senior management, while others are determined by the individual 
department or unit. These goals will reflect both the organization's larger strategic priorities and the 
department or business unit's tactical goals. Examples of questions you might ask to help define your 
department's tactical goals include: 


1. What technological changes are affecting the industry? 

2. How can current processes be improved? 

3. What longer-term initiatives need to be considered in order to position the company for the 
future? 


Achieving these goals requires choosing tactics that may in turn affect the budget. 


Examples of Goals, Options, and Budget Impacts 


Goal Options Budget Impacts 
Become the Maintain Requires capital 
most reliable | state-of- investment 
provider of the-art 
Internet equipment 
services 
Train the Higher labor and 
most skilled | training costs 
repair 
teams in 
the field 
Provide the | Increased 
most timely | spending on 
customer customer 
service support 
Increase Raise prices | Lower sales 
revenues by volume, higher 
10% gross margin 
Expand Increased sales, 
marketing higher marketing 
costs, increased 
production costs 
Enter into Increased 
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partnerships revenues, higher 
production costs, 
higher selling 
costs 


Setting assumptions 


Unless we find some way to keep our sights on tomorrow, we cannot expect to be in 


touch with today. 
-Dean Rusk 


All budgeting requires making assumptions about the future. In many companies senior management 
will communicate key assumptions that are to be used throughout the organization—such as a 5% 
increase in salaries, or a 10% increase in sales volumes. In other cases the assumptions are specific to 
an individual department's activities. 


Managers use a wide variety of data and approaches in developing assumptions, including historical 

trends, purchasing surveys, and industry projections. They also communicate with each other about 
their expectations for customer response, supplier performance, financial market fluctuation, and so 
on. Be sure to document all of your assumptions and keep notes of sources of information you use. 


Leadership Insight: Realistic budgets 


; | was really interested in working for the city of Boston, because | care so deeply about using my 
business skills for a social bottom line, instead of just a dollars-and-cents bottom line. My work in 
; the budget office is actually a really great way for me to use my skills to further the goals of the 
city, and of the mayor — which are largely around making our schools better, making our 

_ libraries more effective, and making our back-office operations more streamlined, so that we can 
put more money toward things that really help our citizens and improve their lives. 


| My work as a senior analyst in the budget office actually helps me make the life of people in 
Boston better, by doing just that — looking at the resources, looking at the dollars and cents. 

: What I spend most of my time doing is working with people in line departments, and basically 
working with them on the budget development process. | spend a lot of time with them to make 
; sure that | understand the assumptions that they are making in their budgeting, and that those 
assumptions are not too rosy. 


| guess two tips | would give. If you can, make sure that you can break down the budget that 
you are working on down to a low level of detail. That really allows you to see how realistic it is 
: and test the assumptions — and frankly, make changes more easily and figure out later what 

_ happened if it’s different, if there’s a variance. 


7 The other thing | would say is that often department heads will want to reduce a budget in one 
; area so that they can put more money toward another goal. That’s always great if it works, but 
: you need to ask yourself, “Is it reasonable?” If they want to hire more staff, and they think 
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_ they’re going to have money from an energy-efficiency initiative, you need to really test those 
_ assumptions and see if it’s reasonable that they can do that. 


: | also spend a lot of time working with people in departments — people who are really concerned 
; about the well-being of the citizens, also. They’re very passionate. They’re very mission-driven 
; people. They really want to have as much money as possible to fulfill their missions. 


7 | work with them a lot to let them know that I hear their concerns. | also want them to succeed, 
: and basically, come to a shared understanding, even if we don’t have complete agreement about 
_ what the final decisions are on the budget. That is really important in my work. 


Breaking down a budget and testing assumptions can help you better understand how realistic an 
initiative is and how effective it will be. 


Jean Capizzi 
Senior Management Analyst, Administration & Finance Cabinet, City of 
Boston 


Jean Capizzi is a senior analyst in the Administration and Finance 
cabinet for the City of Boston, Massachusetts. Previously, she worked 
at a research institute at Harvard University and an asset development 
program for low-income people at ShoreBank, a community 
development bank. 


Capizzi received her Master of Public Affairs degree from Princeton 
University's Woodrow Wilson School for Public and International Affairs, 
and a bachelor's degree from Carleton College in Northfield, Minnesota. 
She also attended the Program for Leadership Development at Harvard 
Business School. 


Key Idea: Using trends to predict sales 


Key Idea 


Sales projections for a given period are developed by product or product group. If you are 

: forecasting product sales, consider whether it is appropriate to base your forecasts on current 
| sales trends. Some factors to consider, in addition to overall demand trends for these types of 
| products, are: 


e The history of sales growth for your company's products 

e Competitive products that have or may be introduced in the market 
e Availability of substitute products 

e Price sensitivity of purchasers 

e Percentage of purchasers who demonstrate repeat purchases 

e Planned changes in sales and promotion activities 


Can current sales trends inform your forecasting? 
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Historical data and run rates 


If historical sales data is used as a base for forecasts, determine whether it is appropriate to use 
annual data or the run rate. 


The run rate is the extrapolation of current financial results out over a future period of time. For 
example, if December's sales are $75,000, the annual run rate ($75,000 multiplied by 12 months) is 
$900,000. 


Annual data may be most appropriate for forecasting one-off product sales, while the run rate may be 
better if you are forecasting revenues for services sold under long-term contracts, or for recently 
launched products. 


Using the run rate 


In the example below, the company sells products and also sells monthly services under long-term 
contracts. Table 1 shows projected sales for Year 2 using the run rate from Year 1. Table 2 shows 
projected sales for Year 2 assuming a 10% increase over total sales from Year 1. 


Table 1: Forecasting Revenues Using the Run Rate 
for Product and Contract Sales 


Dec. Year 2 Total 
Year 1 Projected Sales @ 
sales Dec. Year 1 run rate 


Product sales $75,000 $900,000 


Contract monthly services sales: 


Client A $4,000 $48,000 


(added Jan. 
Year 1) 


Client B $4,000 $48,000 


(added Apr. 
Year 1) 


Client C $6,000 $72,000 
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(added Oct. 
Year 1) 


Client D $9,000 $108,000 


(added Dec. 
Year 1) 


Subtotal $23,000 $276,000 
contract 

services 

sales: 


Total $98,000 $1,176,000 
revenue: 


Table 2: Forecasting Revenues at 110% of Total 
Year 1 Product and Contract Sales 


Year 1 Year 2 Total 

total sales Projected Sales @ 
110% of Year 1 
total sales 


Product $878,000 $965,800 
sales 


Contract monthly services sales: 


Client A $48,000 $52,800 
(added Jan. 

Year 1) 

Client B $36,000 $39,600 
(added Apr. 
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Year 1) 


Client C $18,000 $19,800 


(added Oct. 
Year 1) 


Client D $9,000 $9,900 


(added Dec. 
Year 1) 


Subtotal $111,000 $122,100 
contract 

services 

sales: 


Total $939,000 $1,087,900 
revenue: 


For products, this example assumes sales are fairly evenly distributed over the course of Year 1, so 
there is little difference between the two approaches ($900,000 versus $965,800). However, if 
product sales were concentrated in only a few months of the year, using the run rate would grossly 
over- or underestimate product revenues for Year 2. 


Projections for contract services in the example are more realistic when the run rate is used 
($276,000) because many new contracts signed in Year 1 were signed late in the year. Using annual 
data for contract services results in a very conservative estimate ($122,100) for Year 2. 


The most realistic revenue forecast for this company, and the revenue figure that will be used in 
subsequent examples, is $1,241,800. This amount is based on 110% of Year 1 product sales, plus the 
Dec. run rate for contract services. 


Activity: Forecasting next year's sales 


There is more than one way to forecast future sales. Choose the method that will give you the most 
accurate projection. 


7 It's November. You are trying to forecast next year's sales at your Los Angeles-based beach ball 
: company, Beachy Keen. 


This past year was rough. El Niño (a seasonal warming of the tide) caused larger than usual 
; waves in Southern California. People filled amusement parks instead of beaches. Luckily, next 
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year's weather is predicted to be back to normal—and you plan to seize the opportunity to 
_ launch a new marketing campaign. 


: What data should you use to forecast next year's sales? 


Run rate 
Not the best choice. Because beach ball sales are seasonal, using any single month as a 
base for projections will yield a result that is either too high or too low. 

This past year's projected annual sales 
Not the best choice. El Nifio caused poor beach conditions and low sales this past year, 
so higher sales are a reasonable projection for next year. 

This past year's projected annual sales plus 25% 


Correct choice. El Niño caused poor beach conditions and low sales this past year, so 
higher sales are a reasonable projection for next year. In addition, your new marketing 
campaign will likely increase revenues. 


It's November, two years later. You recently invested in a new product, "AirEarth," a beach ball 
_ you can sell around the world. 


: The new AirEarth ball has been selling globally for three months." Sales have smashed 
_ expectations—after all, it's always summer somewhere, and everyone seems to want one of your | 
| AirEarth balls! i 


: What method should you use to forecast next year's sales of AirEarth balls? 


Run rate 


Correct choice. The run rate is appropriate for a relatively new product that does not 
have an established track record. 


This past year's projected annual sales 


Not the best choice. Since the product only has a three-month history, using last year's 
annual sales would likely result in a projection that is too low. 


This past year's projected annual sales plus 25% 


Not the best choice. You don't have enough data from your new product to know 
whether this estimate will be accurate. 


Documenting revenue forecasts 


Historical data, existing order backlogs, and information about the sales pipeline can be helpful in 
estimating how new sales volume might be distributed during the budget period. If necessary, create a 
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monthly schedule to clarify how sales volumes and revenues are expected to fluctuate during the year. 
Doing so will help prevent overly optimistic forecasts. 


Since revenues are a function of units sold and price, you will want to document quantity and price 
assumptions used in developing the revenue forecast. Be aware that production constraints may affect 
the revenue budget. If, for example, sales demand is expected to exceed capacity, then the revenue 
budget is adjusted to match the production constraints rather than the actual demands of the market. 


Be prepared to defend your assumptions, especially if you are also evaluated based on achieving 


budgeted revenue targets. 


Key Idea: Forecasting expected cost of goods sold 


Key Idea 


: After defining goals, setting assumptions, and forecasting revenues, the next steps in preparing 
; an operating budget are to estimate costs associated with those revenues (the cost of goods 
_ sold and the estimated SG&A). 


Production costs including materials, labor, other direct product costs, and manufacturing 
overhead, are estimated based on units of product or, for a service company, hours of service. 
: Consider the expected sales volume as well as planned changes in inventory. If inventories are 
depleted at the beginning of the budget period, additional production will be required to bring 
| inventories up to normal levels, increasing total direct production costs. Conversely, excess 
inventory will be worked off during the period, reducing forecast production costs. 


How much will your future products cost? 


Example of cost of goods sold forecast 


In estimating line item expenses, be aware of break-points in production capacity that signal the need 
for additional outlays. For example, if you currently need 3 people to produce 10,000 orders a month, 
and you estimate that during the next year sales will increase by 20% to 12,000, at what point will 
you need to add additional staff to handle the extra volume? 


Cost of Goods Sold: Year 2 Budget 


Actual Year 2 Rate of 


Budget Change 
Year 1 9 a 


Cost of goods sold: 
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Direct labor $192,325 $256,500 33.4% 


Overhead $6,755 $7,200 7.0% 
Direct $111,000 $119,000 7.2% 
materials 


Total cost of $310,080 $382,700 23.4% 
goods sold 


Estimating SG&A 


Selling, general, and administrative costs can include costs generated by research and development, 
product design, marketing, distribution, customer service, commissions, administration, and overhead. 
In the example below, only marketing and administrative expenses make up the SG&A budget. 


SG&A: Year 2 Budget 


Actual Year 2 Rate of 


Budget Change 
Year 1 


Sales, general, and administrative costs: 


Sales salaries $220,000 $291,200 32.4% 


Advertising $45,000 $51,000 13.3% 
expenses 


Miscellaneous $4,200 $3,900 (7.1%) 
selling 
expenses 


$92,000 $94,500 2.7% 
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Office 
expenses 


Total SG&A $361,200 $440,600 22.0% 


Calculating expected operating income 


Finally, the budgeted income statement can be calculated. The difference between expected sales and 
expected costs is the expected operating income. 


Operating Income: Year 2 Budget 


Actual Year 2 Rate of 


Budget Change 
Year 1 


Operating income: 


Total $939,000 $1,241,800 32.2% 
revenue 

Cost of $310,080 $382,700 23.4% 
goods sold 

SG&A $361,200 $440,600 22.0% 


Total costs $92,000 $94,500 22.6% 


Total $671,280 $823,300 56.3% 
Operating 
Income 


Typically, it will be necessary to rework the first draft of an operating budget in order to bring the 
budgeted results into line with goals and constraints. Testing different scenarios is the "what if" 
iterative process of budgeting. How will a change in one area affect the expected outcome? What if we 
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increase advertising? How much would that increase sales? What if employees decide to go on strike? 
How can we incorporate that risk into the budget? 


In the sample budget summarized under Operating Income, contract service sales resulted in a 
significant jump in anticipated sales revenues in Year 2. However, sales salaries and direct labor costs 
rose in proportion—the projected growth in operating income is largely due to the assumption that 
overhead and direct materials costs would not be affected by the increase in contract sales. 


Preparing a capital budget 


A capital budget is a schedule that shows planned investments in property, equipment, improvements, 
and other capital assets over a period of time. These outlays are different from ordinary day-to-day 
expenses in that they can be capitalized under accepted accounting practices. Instead of having to 
record the entire expense as a deduction from income in one accounting period, the capitalized 
expense is spread out over a period of years. Each year, a portion of the capitalized expense is 
recorded as depreciation. 


If you are asked to submit a capital budget request, you will need to estimate the total expenditure 
associated with each type of investment. For example, you might have one line item for computers, 
one for office equipment, and another for furniture. Your budget should also include amounts for 

related costs such as installation charges, consulting fees, the cost of permits, or service contracts. 


A capital budget may show planned investments over several years. The following example illustrates a 
capital budget for a department that is migrating to a new computer system in Year 1. The budget 
shows migration costs expected to be incurred in Year 1, and estimated costs in subsequent years 
based on projected growth. 


Example of a Capital Budget 


Year 1 Year 2 Year 3 


IT Equipment: 


Computers $45,000 $15,000 $15,000 
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Servers $120,000 $25,000 $25,000 
Support $26,000 - $29,000 
Service 


Furniture & Fixtures: 


Office $28,000 $6,000 $6,000 
furniture 


Renovation $89,000 - - 
costs 


Activity: Build a capital budget 


Capital budgets allow an organization to keep track of investments over a period of time. Can you 
determine which items belong in a capital budget, and which do not? 


Which of the following lists of items should appear in a capital budget? 


Telephone system, new office space, building permits 


Correct choice. Purchasing a new telephone system, or other business equipment, is an 
expense that would not be included in day-to-day business costs and should be recorded 
in a capital budget. Investments in property, such as office space, should be included as a 
capitalized expense. Costs related to capitalized expenses, such as building permits, 
should also be included in a capital budget. 


Revenue, sales salaries, cost of goods sold 


Not the best choice. Revenue is not an investment like new equipment or property, and 
should not appear in a capital budget. Sales salaries are an administrative cost and do not 
belong in a capital budget. Cost of goods sold and related expenses, such as direct labor 
and overhead, belong in a Goods Sold Forecast, not a capital budget. 


Capital budgeting techniques 
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Key Idea: "What-if" scenarios 


Key Idea 


A budget is an action plan based on the best available information and assumptions for the 
;: future. Performing sensitivity analysis to test those assumptions or alternative options can 
| greatly enhance the value of budgets as tools for planning and for feedback and course 

: correction. 


A sensitivity analysis applies a "what-if" situation to the budget model to see the effect of the |; 
; potential change on the original data. For example, what if the cost of materials rises 5% or what | 
if sales rise 10%? Calculations for sensitivity analysis can be complicated when dealing with a : 
| master budget that has summarized multiple divisional and/or functional budgets. Software 
packages for financial planning models are available and commonly used to perform these 

_ calculations, giving managers a powerful tool to determine the costs and benefits of various 

_ options and possibilities. 


What if your budgeted scenario differs from what actually happens? How can you prepare? 


Example of sensitivity analysis 


Using scenario analysis software, you can quickly see the potential impact of a change in assumptions, 
without having to generate new forecasts for each budget item such as raw materials or selling and 
administrative costs. The following example shows how sensitivity analyses for one company might be 
reported. 


Example of Sensitivity Analysis 


What-lf Units Direct Operating 
Scenario Sold Materials Income 
Cost 


Budget 21,400 $214,000 $383,950 


Scenario 1: increase unit sales 10%: 


23,540 $203,300 $360,900 


Scenario 2: decrease unit sales 5%: 
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20,330 $6,000 $6,000 


Scenario 3: decrease materials cost 5%: 


21,400 $203,300 $398,700 


What causes variance? 


Comparisons of actual to budgeted results allows you to consider whether corrective action is needed. 
The difference between the actual results and budgeted results is called the variance. The variance can 
be favorable, when the actual results are better than expected—or unfavorable, when the actual 
results are worse than expected. Unfavorable variances require corrective action so that future results 
will be closer to budget. If you cannot affect a particular expense or revenue item, you may be able to 
compensate by taking action that will cause an offsetting variance in other budget line items. 


Sometimes variances are artificially created—for example, if the company's accounting software 
automatically spreads line item expenses over a 12-month period and the actual expenditure only 
occurs once a year, you will have a favorable variance in some months and an unfavorable variance in 
others. 


The table below shows some possible causes of variances and possible ways to respond. 


Possible causes of variance and possible responses 


Variance Possible Compensating 
Causes Action 

Higher Increased None required if 

production production increase in 

costs volume production is due to 


increased sales 


Increase in Increase selling 
price of raw | prices, reduce other 
materials or | expenses 

labor 


Timing None required 
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differences 


create 
artificial 
variance 
Lower Fewer units Reduce fixed 
revenues sold expenses and/or 
increase promotion 
activities 


Lower selling | Reduce expenses or 
prices increase selling 
prices 


Activity: Explaining variance 


Identify the source of revenue variance by looking at underlying volume and price data. 


Tara is the manager of Great Burgers. She's reviewing the results for the recent quarter, and 
: notices that actual revenues are not the same as the budgeted revenues. She investigates 
further and finds that sales of FlippyDoo Burgers totaled 7,260 burgers, versus a budgeted 

_ revenue of 7,000. 


7 What type of variance is this? 


Unfavorable quantity variance 

Not the best choice. The quantity of burgers sold exceeded the budgeted amount. 
Favorable quantity variance 

Correct choice. The quantity of burgers sold exceeded the budgeted amount. 


Favorable revenue variance 


Not the best choice. No information has been provided about the type of revenue 
variance. 


None of the above. 
Not the best choice. There is a variance in the quantity of burgers sold versus budget. 


7 Tara calculates that the average price per FlippyDoo sold during the quarter was $3.25, 
compared to a budgeted price of $3.40. 


: What type of variance is this? 
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Unfavorable revenue variance 


Not the best choice. No information has been provided about the type of revenue 
variance. 


Favorable revenue variance 


Not the best choice. No information has been provided about the type of revenue 
variance. 


Unfavorable price variance 
Correct choice. The average price of burgers sold was below the budgeted average price. 
None of the above 


Not the best choice. There is a variance in the average price of burgers sold versus 
budget. 


: The total FlippyDoo revenue for the quarter was $23,595 versus the budgeted revenue of 
| $23,800. 


How should Tara describe this variance? 


An unfavorable revenue variance 


Not the best choice. The unfavorable revenue variance can actually only be described as 
the result of variance in price and/or volume. 


An unfavorable revenue variance resulting from a favorable quantity variance and a 
favorable price variance 


Not the best choice. One component of the revenue variance is an unfavorable price 
variance. 


An unfavorable revenue variance resulting from an unfavorable price variance and a 
favorable quantity variance 


Correct choice. The revenue variance is unfavorable, and is due to the combination of an 
unfavorable price variance and a favorable quantity variance. 


An unfavorable revenue variance resulting from an unfavorable price variance and an 
unfavorable quantity variance 


Not the best choice. One component of the revenue variance is a favorable quantity 
variance. 


A new way of budgeting 


For the most part, traditional budgeting has focused on the financial performance of an organization. 
However, many of these financial performance measures, designed to indicate the success of budget 
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plans in contributing to increasing profits, were developed for an industrial world. 


Times have changed, and new ways of approaching planning and performance evaluation have changed 


as well. With information technology and global markets becoming the model for the modern business 


environment and as nonprofit organizations grow in size and sophistication, organizations have to 


recognize and value their intangible and intellectual assets as well as the tangible assets represented in 


numbers on the balance sheet. 


The Balanced Scorecard and your budget 


The Balanced Scorecard is a way for managers to view the organization from four interrelated 
perspectives of operational drivers for future performance: 


1. Financial perspective: How are we doing using traditional financial performance measures? How 
do shareholders view us? 

2. Customer perspective: How satisfied are our customers? 

3. Internal perspective: What ways do we, and in what ways should we, excel? 

4. Innovation and improvement perspective: How can we continue to improve and create value in 
the future? 


The Balanced Scorecard gives upper management a quick and effective view of the critical factors 
affecting the organization now and in the future. The Balanced Scorecard also puts the strategic 
mission, rather than financial controls, at the center of the planning process. 


The Balanced Scorecard is linked to the budget process in the following ways: 


e It highlights leading indicators, such as new product development, customer complaints, or direct 


mail response rates, instead of only sales or cost figures 


e It balances the four perspectives so that, for example, pressure to develop new products doesn't 


overshadow the need for quality products and customer satisfaction 
e It helps management to communicate strategic goals and mission to all the stakeholders in the 
organization 


Leadership Insight: Budget stress 


Today we are going to talk about why budgets are so stressful in many organizations. | think, of 
the three main reasons, the first one is budgets are always forecasting the future, and you 

: already know you’re going to be held accountable for those results a year from now when we are 
comparing the actuals with the budget. So everyone is anticipating how stressful the 

; performance evaluation that’s associated with the budget is going to be, and that makes the 
forecasting process for the budget itself very stressful. 


: The second reason why budgets are stressful is that, that’s when you’re making tough choices. 
: You are going to say this project gets funded, that project doesn’t get funded, and making 

: those choices and prioritizing them and saying this is more important than that — that makes it 
: stressful. 


7 | think the third and probably the most important reason why budgets are stressful, is that 
| they’re often perceived in organizations as a statement about your worth as an individual. 


http://gwiz4.gene.com/groups/Humres/development/managementor/20 1 lmanagementor/budgeting/print_topic.html 


29/56 


9/7/2016 Budgeting 


: So when | am making budget allocation decisions, I’m assuming | am making choices: employee A 
is worth so much to the organization, employee B is worth so much. And, conversely, if I’m the 

; one who is receiving the budget allocation, if | get less than what | asked for or if | get less than 
the next person, | draw inferences that | am worth less to this organization. 


"| am worth less than the next person." It’s the personal association of what | am worth to what 
; resources | am allocated that | think makes the budget really very stressful. 


So what | would suggest to de-stress around budget time is to depersonalize the whole 
situation. As managers, you’re not making choices about individuals. And as a recipient of 

; budget allocations it’s not a statement of your personal worth, it’s about the priorities of the 
_ organization. 


: How important is your project to the overall strategic objectives of the organization? It’s not 
; about your personal worth. And if you can decouple these two, | think you can make the 
_ budgeting a lot less stressful. 


Creating a budget can stress both managers and their employees. The resolution? Depersonalize the 
process to ease tension and anxiety. 


V.G. Narayanan 
Professor, Harvard Business School 


V.G. Narayanan is a professor at Harvard Business School, where he has 
taught Financial Reporting and Control, Measuring and Driving Corporate 
Performance, Management Control and Performance Measurement, and 

several executive education courses. 


His current research is concerned with managerial accounting, including 
research on control issues in inter-organizational settings and the use 
of cost accounting and control systems in hospitals. 


V.G. received his bachelor's in commerce from the University of Madras 
in 1988. He then received his MBA at IIM Ahmedabad in India. V.G. also 
has a Master of Science in statistics and Master of Arts in economics 
from Stanford University, as well as a Ph.D. in Business from Stanford's 
Graduate School of Business. V.G. is an Associate Member of the 
Institute of Chartered Accountants of India and a member of the 
American Accounting Association. 


Building a Balanced Scorecard 


To build a Balanced Scorecard, managers follow these steps: 


e Develop goals and measures for critical financial performance measures. In other words, develop 
a budget as a financial action plan. 

e Develop goals and measures for critical customer performance variables. Managers first identify 
the target market, and then they develop ways to measure variables such as customer loyalty 
through repeat buying, response rates, new customer referrals, customer complaints, price 
sensitivity, and so on. The focus is on identifying ways to retain current customers, increase 
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levels of customer purchases, increase levels of profitability per customer, and acquire new 
customers. 
e Develop goals and measures for critical internal process performance variables. 


Managers look at the three areas of internal process: 


1. The innovation cycle or research, development, and design of products and service 

2. The operations cycle in which the products are manufactured and delivered or services are 
rendered 

3. The post-sale service cycle in which customer service is the primary activity. Each of these 
internal process areas relates directly to both financial performance and customer 
satisfaction. 

e Develop goals and measures for critical learning and growth performance measures. Here 
managers step back to consider the infrastructure and capabilities needed for the organization to 
create the long-term growth the strategic mission envisions. Growth will occur through human 
resources, systems, and organizational procedures. This perspective clarifies the investment 
decisions management has to make to achieve its goals. Will the organization have to invest in 
training people, in hiring more people, in improving technology systems? Empowering employees 
—encouraging employee loyalty—and aligning organizational structures to meet changing 
organizational needs simultaneously enhance the ability of the organization in the other three 
critical areas. 


The key to linking the Balanced Scorecard is to develop the performance measures or drivers that can 
help predict future outcomes. The Balanced Scorecard provides the guidance for planning—the budget 
—which, in turn, provides feedback and allows for course correction as the time period advances. This 
provides information for translating the strategic vision into reality, which in turn provides learning and 
communication for the development of the budget planning process. 


Key Terms 


Activity-based budgeting (ABB). A form of budgeting based on activity-based costing (ABC) that 
focuses on the cost of the activities involved in all functional areas of an organization. 


Allocated costs. Non-production related costs such as rent, insurance, and administrative costs, that 
are allocated to individual units' operating budgets based on that unit's output. 


Balanced scorecard. A method of translating an organization's strategic mission into multiple and 
linked objectives, focusing on financial, customer, internal business, and innovation and learning 
perspectives. 


Budget. An organization's action plan, translating strategic objectives into measurable quantities that 
express the expected resources required and returns anticipated over a certain period of time. 


Capital budget. A schedule detailing planned investment in capital assets, property and equipment. 


Capital budgeting. A method of evaluating investment proposals to determine whether they are 
financially sound, and to allocate limited capital resources to the most attractive proposals. 


Cash budget. A plan or schedule for expected cash inflows and outflows. 


Financial budget. The part of the master budget that includes the budgeted balance sheet, the capital 
budget, the cash budget, and the budgeted statement of cash flows. The financial budget describes 
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the expected sources of capital required to support the operating budget. 


Fixed budget. A budget where the amounts are fixed over the budget period. 
Fixed costs. Costs that remain the same through a wide range of production and sales volumes. 


Flexible budget. A budget that can be "flexed" or adjusted when variances are computed to recognize 
the actual revenues and costs. 


Gross margin. Gross profit divided by total revenue. Gross profit is total revenue minus cost of goods 
sold. 


Incremental budgeting. A method of budgeting in which data from historical figures are used to 
establish a basis for future assumptions. 


Kaizen budgeting. A form of budgeting that strives for continuous cost improvement or reduction. 


Master budget. The umbrella budget that summarizes and integrates all the individual budgets within 
an organization. 


Net present value. The current value of a future stream of cash flows, based on specific interest rate 
assumptions. 


Operating budget. The part of the master budget that includes the expected revenues and costs 
summarized in the budgeted income statement. 


Operating income. Revenue less cost of goods sold and selling, general and administrative costs. 


Participatory budgeting. A budgeting approach that incorporates input from line managers in 
formulating assumptions and goals. 


Revenue per employee. A measure of productivity, calculated by dividing total revenues by the number 
of full-time employees. 


Rolling budget. A plan that is continually being updated so that the budget time frame remains stable 
while the actual periods covered by the budget change. At the end of each period (month, quarter, or 
year), a future period is added to the budget. 


Run rate. An estimate of a future cost or revenue amount based solely on the current cost or revenue 
level. 


SG&A. Selling, general, and administrative costs. 


Static budget. A budget that remains unchanged throughout the budget period based on one set of 
expected outputs. Variances are computed at the end of the budget period. 


Top-down budgeting. A budgeting approach in which individual departmental goals are set by senior 
management. 


Variable costs. Costs that fluctuate with incremental changes in output. 
Variance. Difference between an actual amount and a budgeted amount in a financial budget plan. 


Zero-based budgeting. The method of beginning each new budgeting process from a zero base, or 
from the ground up, as though the budget was being prepared for the first time. Every assumption and 
proposed expenditure receives a critical review. 
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Overview 


This section provides interactive exercises so you can practice what you've learned. These exercises 
are self-checks only; your answers will not be used to evaluate your performance in the topic. 


Scenario 


Assume the role of a manager in a fictional situation and explore different outcomes based on your 
choices (5-10 minutes). 


Check Your Knowledge 


Assess your understanding of key points by completing a 10-question quiz (10 minutes). 


Scenario: Part 1 


| Part 1 


Elke has recently become manager of the shoe division of LifeSport, a sportswear manufacturing 
company.Today, she and LifeSport's other division managers are meeting with their boss, 
_ Ahmed, to begin planning next year's division budgets. 


During the meeting, Ahmed states LifeSport's strategic goals for next year. "Our industry has 
been quite stable," he says."For this year, I'd like to see if all our divisions can boost their 

| Operating income by 10%,without increasing costs any more than they have to." Ahmed then 
encourages the managers to use the budget preparation experience to deepen their 

: understanding of marketplace realities. 


Elke returns to her office, thinking about what approach she should take to creating a budget 
that achieves Ahmed's strategic goals. 


What approach might Elke take to creating a budget that meets the 
goals? 


e Take last year's operating income for her division and project the 
desired 10% increase for the upcoming year 


Not the best choice. 


Though many companies use historical figures to extrapolate 
subsequent budgets, this incremental budgeting approach doesn't 
encourage managers to evaluate the realities of the current and 
future marketplace—something Ahmed stressed during the 
meeting. With the incremental approach, managers simply use the 
past period's figures as a base and then increase them by a set 
percentage. 


Also, incremental budgeting encourages some managers to 
develop a "use it or lose it" point of view. They feel they must 
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use all of their budgeted expenditures by the end of the period, 
so the next period's budget won't be reduced by the amount that 
would have been saved. 


To be able to react to marketplace realities, create a plan that 
calls for monthly (rather than quarterly) reviews and updates to 
the budget outlook 


Not the best choice. 


Though this rolling budget approach can be valuable in rapidly 
changing industries that must continually review their basic 
assumptions about the marketplace, it offers fewer advantages in 
stable industries, such as LifeSport's. 


With rolling budgets, you continually review and update the 
figures while keeping the budget's overall time frame (for 
example, one year) stable. To illustrate, you review the budget 
every month, then extend the budget by one month, so there's 
always a one-year budget in place. This approach does provide 
the most up-to-date information; however, the planning involved 
can consume more time than is feasible for an efficient operation. 


Ask the finance manager, purchasing group, and other LifeSport 
managers what market trends they expect to see next year 


Correct choice. 


It's valuable to begin the budget preparation process by making 
assumptions about the future. For example, estimate whether the 
market will grow next year, how customers will respond to new 
products or features, and what competitors will be doing. Then 
make projections about revenues and other budget figures based 
on your data. 


To establish these assumptions, gather information from the 
financial group (they have estimates of future economic trends), 
human resources (they understand labor market shifts), sales 
reps (they know consumer trends), and purchasing (they have 
news about suppliers). 


Scenario: Part 2 


| Part 2 


By talking with various other managers at LifeSport, Elke establishes a number of assumptions 
about the athletic shoe market. She uses those assumptions to project the expected revenues 
; and costs in her budget. To calculate expected operating income for next year, Elke knows she'll 
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| need to subtract expected costs from expected revenues—and that the expected costs include 
;: the cost of goods sold. But she's not sure which items to include in the cost of goods sold. 


What should Elke include in the cost of goods sold section? 


e A percentage of the salaries of the sales representatives who Elke 
expects will be selling products from her division next year 


Not the best choice. 


Though it's important to include sales salaries in your budget, this 
figure is not part of cost of goods sold. Rather, it comes under 
the section covering non-production costs, often called "sales, 
general, and administration." The cost of goods sold section of a 
budget should include all costs related to the production of the 
units you're expecting to manufacture in the time period covered 
by your budget. 


e The cost of labor, factory overhead, and materials associated with 
the number of units Elke estimates her division will produce next 
year 


Correct choice. 


The cost of goods sold (COGS) section of your budget includes 
anything related to production. COGS includes both direct and 
indirect costs. For example, labor and materials are direct costs, 
while factory overhead is an indirect cost. You calculate COGS 
based on the number of units you expect to produce during the 
time period covered by your budget. 


e Costs generated by the product development and distribution of 
the units that Elke expects will be sold in the upcoming year 


Not the best choice. 


Though the costs incurred by product development and 
distribution should appear in your budget, they're not part of cost 
of goods sold. They fall under the category of non-production 
costs instead. Other non-production costs can include costs 
generated by research, product design, marketing, and customer 
service. 


Scenario: Part 3 
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| Elke correctly documents the expected cost of goods sold in her budget. By subtracting the cost : 


: of goods sold and non-production costs from revenues, she arrives at a projected operating 
; income of about $300,000 for her division—only a 5% increase over last year's operating 
_ income of $285,500. 


: Ahmed encourages her to find a way to boost operating income further. "Try some 'what-if' 
scenarios in your budget," he suggests."Figure out what the operating income would be if you 
; reexamined some of your assumptions about revenues and costs." 


Elke comes up with several "what-if" scenarios.She studies the relevant data to determine which 
; scenario would yield the best results. 


What-lf Units Direct Operating 

Scenario Sold Materials Income 
Cost 

Current 21,400 214,000 300,000 

projected 

budget 


Increase unit 23,540 235,400 330,000 
sales 10% 


Increase unit 22,470 224,700 315,000 
sales 5% 


Decrease 21,400 203,300 312,000 
materials cost 
5% 


Which "what-if" scenario should Elke select? 


e Increase unit sales by 10% to assure a dramatic increase in 
operating income 


Not the best choice. 


It may be tempting to adopt this strategy because it assures a 
dramatic increase in operating income. But boosting unit sales 
10% would likely require additional salespeople and would also 
dramatically raise direct materials costs. Ahmed has explained 
that the company does not want to see costs increase, so Elke 
should consider other options instead. 
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e Increase unit sales 5% to nudge operating income higher without 


raising cost of goods sold too radically 
Not the best choice. 


This scenario would boost operating income to $315,000 
(roughly 10% over last year's figure of $285,500). But it would 
also increase direct materials costs 5% (from $214,000 to 
$224,700). Ahmed has stressed the importance of controlling 
costs, so Elke should explore other possible scenarios that might 
meet both of the goals he specified. 


Decrease materials cost 5% to achieve a good result while still 
taking into account the company's strategic goals 


Correct choice. 


This option meets both of the goals Ahmed specified: raising 
operating income by close to 10%, while controlling costs as 
much as possible. This scenario actually decreases materials 
costs. At the same time, it yields an operating income of 
$312,000, which is roughly a 9.5% increase over last year's 
$285,500 figure. Anmed would likely find this scenario most 
appealing. 


When evaluating "what-if" scenarios, weigh all the factors 
involved to identify the best possible scenario. Don't select one 
scenario just because it yields the highest possible number you're 
interested in. Implementing that scenario may entail a trade-off 
that could conflict with your company's larger strategic goals. 


Scenario: Conclusion 


_ Conclusion 


After weighing the scenarios, Elke decides that finding ways to decrease materials cost 5% 
: would be best. She asks the purchasing department to create a plan for getting discounts from 
suppliers in return for a commitment to purchase from them for the next two years. Several 
| suppliers agree to the deal. When Elke shows her revised budget to Ahmed, he approves of her 


| new projections. 


Though preparing a budget can seem like mere number crunching, a budget actually serves as an 
; action plan. Behind the numbers are real people who are making informed assumptions, analyzing 
_ future situations, and aligning their group goals with their company's objectives. 


Check Your Knowledge: Question 1 
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Which of the following is not a true statement: 
e A budget is an action plan for allocating resources and expenditures. 
Not the best choice. 


This actually is a true statement: a budget serves as an action plan for allocating resources and 
expenditures. It's also a planning tool, as well as a yardstick for measuring performance. The 
statement that is not true is: "A budget is a historical record of the company's financial results." 
While historical information may be used in developing a budget, the budget itself is forward- 
looking. 


e A budget is a historical record of a company's financial results. 
Correct choice. 


A budget is not a historical document but rather a forward-looking action plan that guides 
managers' allocation of resources and expenditures based on their assumptions about the future. 


e A budget is a yardstick for measuring performance. 
Not the best choice. 


This actually is a true statement: a budget is a yardstick for measuring performance. It also 
serves as a planning tool and as an action plan for allocating resources and expenditures. 


The statement that is not true is: "A budget is a historical record of the company's financial 
results." While historical information may be used in developing a budget, the budget itself is 
forward-looking. 


Check Your Knowledge: Question 2 


The most important element of the budgeting process is: 
e The assessment of variances 
Not the best choice. 


Though analyzing variances between what a budget says and what actually happens is eventually 
useful, it's not as important as the communication and planning that occur as managers 
formulate budgets. That's because creating a budget requires managers to consider longer-term 
goals, challenges, and opportunities facing the organization—all of which shape major decisions 
about how to respond. 


e The communication and planning that occur in formulating the budget 
Correct choice. 


The planning and communication activities that take place in formulating a budget require 
managers to consider longer-term goals, challenges, and opportunities facing the organization— 
all of which shape major decisions about how to respond. 
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e The end result 


Not the best choice. 


Though analyzing the end result of a budget is eventually useful, it's not as important as the 
communication and planning that occur as managers formulate budgets. That's because creating 
a budget requires managers to consider longer-term goals, challenges, and opportunities facing 
the organization—all of which shape major decisions about how to respond. 


Check Your Knowledge: Question 3 


One significant disadvantage associated with zero-based budgeting is: 


e Its in-depth analysis 


Not the best choice. 


The in-depth analysis that characterizes a zero-based budget is actually an advantage, not a 
disadvantage. It means that the budget is typically more accurate than an incremental budget 
because of the additional consideration each element receives. The significant disadvantage 
associated with zero-based budgeting is the additional time required to justify each line item 
during every budgeting period. 


Its overall accuracy 
Not the best choice. 


The overall accuracy that characterizes a zero-based budget is actually an advantage, not a 
disadvantage. This accuracy (which is greater than that of an incremental budget) stems from 
the additional consideration each element receives. The significant disadvantage associated with 
zero-based budgeting is the additional time required to justify each line item during every 
budgeting period. 


Its time costs 
Correct choice. 


One problem that occurs with zero-based budgeting is that the time involved in the budget 
preparation process can overwhelm planners, making implementation difficult. Managers have to 
balance the need for increased accuracy with the time required to collect further information. 


Check Your Knowledge: Question 4 


An expense that stays the same when there is an increase in the volume of product produced is 
categorized as a: 


e Fixed cost 
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Correct choice. 


Fixed costs, such as rent, administrative costs, and insurance, do not vary with incremental 
changes in production volumes. 


e Variable cost 
Not the best choice. 


Variable costs do not stay the same when production levels change. Instead, they typically rise 
or fall in step with changes in production. Examples of variable costs include direct labor, raw 
materials, and packaging and shipping. Fixed costs, such as rent, interest expense, and 
administrative costs remain the same when there are incremental changes in production volumes. 


Check Your Knowledge: Question 5 


Your company's marketing department is forecasting a 15% increase in sales revenue next year. What 
assumptions should you, the production department manager, make from this forecast as you prepare 
your budget for next year? 


e That sales volume will increase 15% 
Not the best choice. 


You can't actually make any assumptions to inform your own budget until you've identified the 
assumptions behind the marketing department's revenue forecast. For example, the marketing 
manager may assume that the projected growth in revenue will come from a lower selling price 
and a dramatic increase in volume; a higher selling price and a decline in the number of units sold; 
or a jump in sales volume due to other factors such as increased spending on advertising. Each of 
these assumptions will have different implications for your budget. Only after you've clarified 
marketing's assumptions can you then begin preparing your own budget. 


e No assumptions can be made from this forecast. 
Correct choice. 


Before you can make assumptions that inform your own budget, you must identify the 
assumptions behind the marketing department's revenue forecast. For example, the marketing 
manager may assume that the projected growth in revenue will come from a lower selling price 
and a dramatic increase in volume; a higher selling price and a decline in the number of units sold; 
or a jump in sales volume due to other factors such as increased spending on advertising. Each of 
these assumptions will have different implications for your budget. Only after you've clarified 
marketing's assumptions can you then begin preparing your own budget. 


e That sales volume will remain the same next year. 
Not the best choice. 


You can't actually make any assumptions to inform your own budget until you've identified the 
assumptions behind the marketing department's revenue forecast. For example, the marketing 
manager may assume that the projected growth in revenue will come from a lower selling price 
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and a dramatic increase in volume; a higher selling price and a decline in the number of units sold; 
or a jump in sales volume due to other factors such as increased spending on advertising. Each of 


these assumptions will have different implications for your budget. Only after you've clarified 
marketing's assumptions can you then begin preparing your own budget. 


Check Your Knowledge: Question 6 


It is October 1, and your department's year-to-date revenue is 20% less than what you had budgeted 
year-to-date. The run rate has jumped sharply since July, while your total expenses are right on 
budget. One-half of your annual bonus depends on achieving budgeted revenues by the end of the 
year, and one-half on achieving budgeted gross margin. What action should you take? 


e Reduce prices and increase spending on advertising and marketing 


Not the best choice. 


You shouldn't change prices or increase spending unless you've identified what has caused the 
revenue shortfall. A better move would be to look at the rising run rate and consider its 
implications. The rising run rate indicates that sales are increasing at current prices, suggesting 
that the revenue shortfall is due to events in prior months. For example, perhaps sales are 
seasonal or were affected by other external factors. However, expenses did not decline along 
with revenue, and as a result you may not be able to achieve the budgeted gross margin even if 
sales recover. By reviewing expense items, you may be able to identify adjustments you can 
make to bring expenses into line with the reduced revenue. 


Increase prices as well as spending on advertising and marketing 
Not the best choice. 


You shouldn't change prices or increase spending unless you've identified what has caused the 
revenue shortfall. A better move would be to look at the rising run rate and consider its 
implications. The rising run rate indicates that sales are increasing at current prices, suggesting 
that the revenue shortfall is due to events in prior months. For example, perhaps sales are 
seasonal or were affected by other external factors. However, expenses did not decline along 
with revenue, and as a result you may not be able to achieve the budgeted gross margin even if 
sales recover. By reviewing expense items, you may be able to identify adjustments you can 
make to bring expenses into line with the reduced revenue. 


Examine expense items to see if there are any adjustments to spending that you should make 


Correct choice. 


The rising run rate indicates that sales are increasing. And if this continues, sales may come in on 


budget by the end of the year. The greater risk, and one over which you have more control, is 
that you will not meet the budgeted gross margin unless you reduce expenses to match the 
shortfall in revenue. 


Check Your Knowledge: Question 7 
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Capital budgeting is the process of: 


e Identifying the potential return on a given investment to determine whether the investment 
makes sense and to compare alternative investment options 


Correct choice. 


Capital budgeting involves evaluating the financial soundness of a proposed capital investment 
and choosing among alternatives. 


e Estimating future outlays for property, equipment, and capital assets 
Not the best choice. 


Estimating future outlays for property, equipment, and capital assets is actually the process of 
preparing a capital budget, not capital budgeting. By contrast, capital budgeting is the process of 
identifying the potential return on a given investment to determine whether the investment 
makes sense and to compare alternative investment options. 


e Plotting the expected cash balances that the organization will experience during the forecast 
period 


Not the best choice. 


Plotting the expected cash balances that the organization will experience during the forecast 
period is actually a description of cash budgeting, not capital budgeting. By contrast, capital 
budgeting is the process of identifying the potential return on a given investment to determine 
whether the investment makes sense and to compare alternative investment options. 


Check Your Knowledge: Question 8 


You want to determine the potential impact on your division's operating income if the number of 
product units sold increases by 10%, if the number of product units sold decreases by 5%, and if 
material costs decrease by 5%. What would you do? 


e Estimate costs associated with expected revenues (the cost of goods sold and the estimated 
SG&A) and calculate expected operating income 


Not the best choice. 


Estimating costs associated with expected revenues (the cost of goods sold and the estimated 
SG&A) and calculating expected operating income are what you do when you're preparing an 
operating budget. When you want to determine the potential ramifications of different scenarios, 
you would conduct a sensitivity analysis, which applies a "what-if" situation to the budget model 
to see the effect of potential changes on the original data. Using sensitivity analysis, you can see 
the possible impact of a change in your assumptions about sales, costs, and so forth—without 
having to generate new forecasts for each budget item, such as raw materials. 


e Differentiate between fixed and variable costs and then allocate costs using Activity-Based 
Costing (ABC) 
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Not the best choice. 


Differentiating between fixed and variable costs and then allocating costs are steps you take 
while categorizing expenses as you prepare a budget. When you want to determine the potential 
ramifications of different scenarios, you would conduct a sensitivity analysis, which applies a 
"what-if" situation to the budget model to see the effect of potential changes on the original 
data. Using sensitivity analysis, you can see the possible impact of a change in your assumptions 
about sales, costs, and so forth—without having to generate new forecasts for each budget 
item, such as raw materials. 


Conduct a sensitivity analysis comparing the units sold, material costs, and operating income 
shown in your budget against those you would see under the three proposed scenarios 


Correct choice. 


A sensitivity analysis applies a "what-if" situation to the budget model to see the effect of the 
potential change on the original data. Using sensitivity analysis, you can see the possible impact 
of a change in your assumptions, without having to generate new forecasts for each budget 
item, such as raw materials. 


Check Your Knowledge: Question 9 


Which of the following goals might be appropriate for the vice president of Purchasing? 


e Reduce material costs by 15% 


Correct choice. 


The purchasing department can make a significant contribution to reducing materials costs by 
controlling what the company pays for raw materials, and packaging. 


Reduce overhead by 10% 
Not the best choice. 


Overhead includes many variables—such as corporate office rents and salaries of corporate 
managers and administrative employees—that fall outside of the purchasing department's 
domain. Therefore, reducing overhead by 10% would not be an appropriate goal for the VP of 
Purchasing. The more appropriate goal would be "Reduce materials costs 15%." The purchasing 
department can make a significant contribution to reducing materials costs by controlling what 
the company pays for raw materials and packaging. 


Increase sales revenue by 10% 
Not the best choice. 


The purchasing department has little control over sales revenue, so increasing sales revenue by 
10% would not be appropriate goal for this VP. The more appropriate goal would be "Reduce 
materials costs by 15%." The purchasing department can make a significant contribution to 
reducing materials costs by controlling what the company pays for raw materials and packaging. 
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Check Your Knowledge: Question 10 


True or false: The Balanced Scorecard is linked to the budget process by highlighting the financial 
results that the company intends to achieve through its competitive strategy. 


e True 
Not the best choice. 


This statement is actually false. The Balanced Scorecard does not link to a company's budgeting 
process by favoring the organization's intended financial performance. Rather, it is linked to the 
budget process by (1) highlighting leading indicators; (2) balancing the company's financial, 
customer, internal process, and innovation and improvement perspectives; and (3) helping 
managers communicate strategic goals to all stakeholders. 


e False 
Correct choice. 


The Balanced Scorecard does not favor the financial perspective; rather, it is linked to the budget 
process by (1) highlighting leading indicators; (2) balancing the financial, customer, internal 
process, and innovation and improvement perspectives; and (3) helping managers communicate 
strategic goals to all stakeholders. 


Check Your Knowledge: Results 


Your score: 
Steps for preparing an operating budget 


1. Review prior period's data. 


Unless you are starting a new business or developing a new product (in which case there would 
be no data to review), you need to consider the actual results from the period just ended. The 
most recent past is a strong indicator of future progress. 


The more information you have about past events, the more effective your budgeted projections 
will be. For example, if to project future growth you only look at the income—which increased by, 
say, 10%—you won't know whether the increase was due to an increase in sales or a decrease in 
costs. But if you discover that the income was the result of an increase in sales and a decrease 
in the cost of materials, you will be better prepared to make reasonable assumptions about 
revenue growth and cost of goods sold for the following period's budget. 


2. Develop reasonable assumptions. 
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After reviewing the data, you develop assumptions about the future. What do you assume sales 
growth will be for your products or services? On what basis? Will demand increase? Will economic 
or demographic or cultural factors affect your sales? What do you expect to have to pay your 
employees? Is there a tight labor market? Do you need to retain or employ more skilled workers? 
Or are you planning to downsize? Do you expect a labor strike during the next period? Questions 
concerning your expectations about the income and expenditures of the business need to be 
answered to the best of your ability. 


How do you develop your assumptions? Use the data from the past as well as all appropriate 
sources for information about the future. Read trade journals; subscribe to economic forecasting 
services. For sales assumptions, for example, talk with those closest to the scene—members of 
the sales force. For cost of materials, check with the people who do the purchasing in your 
organization. Consider your competitors’ activities as well. 


3. Determine expected revenues. Here's where you put the equation together: Data + Assumptions 
= Projection 


Use the data you've examined and the assumptions you've developed to establish projections. 
You may want to establish a stretch budget that will be difficult, but not impossible, to achieve. 
Or you may want a less challenging but more attainable revenue target. Most important, though, 
is that your projections are reasonable—within the constraints of production capacity or a limited 
sales force on the one hand, and customer demand or changing economic conditions on the 
other. 


Expected revenues include not only the number of products you expect to sell, but also at what 
price you will sell. If you plan to increase the price, do you expect your customers to continue to 
buy at the higher price or resist the price increase? 


Note: If you manage a division or a product line and are given income targets by upper 
management, you may have to start at the bottom of the budgeted income statement and work 
your way up. In general, though, it's better to begin at the top—with sales and revenues. 


4. Calculate the expected cost of goods sold. Once you have determined the expected sales 
volume, you can calculate the cost of goods sold. 


When calculating the cost of goods sold, be sure to include all the costs, both direct and indirect. 
For example, using past data and assumptions about changes for each element, calculate costs 
such as the following: 


cost of materials 

labor costs 

machine setups 

machine run times 
packaging costs 

storage costs 

cost of machinery 

cost of production space 


O O O O 0 0 0 0 


Note: If you are selling a product your company manufactures, then you need to take into 
account beginning inventory. 


5. Calculate other expected costs. 
6. Calculate expected operating income. 
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Steps for preparing a cash budget 


A cash budget helps ensure that your organization, division, or department will have the cash 
necessary to function throughout the budget period. The cash budget can be broken down into smaller 
units—months or quarters, for example—within the entire budget period to reflect changing cash 
flows. 


1. Determine the beginning cash balance. Determine how much cash will be available at the 
beginning of the period (fiscal year or quarter or month). 

2. Add receipts. Determine the expected receipts—collections from customers—that will flow into 
the cash account each period. 


Cash collections may vary during the budget period. For example, many retail stores expect to 
receive most of their receipts during holiday seasons. 


3. Deduct disbursements. Based on expected activity, calculate how much cash will be required to 
cover disbursements—cash payouts—during the period. 


Disbursements could include payment for materials, payroll, taxes due, and so on. Some of these 
expenditures may be evenly distributed throughout the budget period, but some, such as payroll 
or material costs, may fluctuate as part of the production process. 


4. Calculate the cash excess or deficiency. To calculate the cash excess or deficiency for a period, 
subtract the disbursement from the sum of the beginning cash balance and the receipts 
expected during that period. 

5. Determine financing needed. To calculate the cash excess or deficiency for a period, subtract the 
disbursement from total cash available. If, at the end of the period, there is a cash excess, then 
financing of operations may be covered by the available cash. If, on the other hand, there is a 
cash deficiency, then you have to plan on financing the period's cash needs from other sources, 
such as a bank loan. 


Note: Remember to include a stable cash balance beyond the immediate cash needs. For 
example, a manufacturing division may want to maintain a $30,000 cash balance at all times to 
cover unexpected cash demands. 


When you borrow money for operating expenses, you need to establish a payback schedule. For 
each period, include the repayment of loan principal and interest in the cash budget. 


6. Establish the ending cash balance. The ending cash balance for each period will include the 
receipts and loans less the disbursements and financing costs. The ending cash balance becomes 
the beginning cash balance for the next period. 


Tips for negotiating your team's budget 


e Make sure you understand your organization's budgeting process. What are the guidelines you 
need to follow? What is the timing of the budget process? How is the budget used in the 
organization? 

e Communicate often with the controller or finance person in your department. Ask questions 
about points you don't understand. Get that person's advice about the assumptions your team is 
making. 

e Know what real concerns are driving the people making the decisions about your budget. Then be 
sure to address those concerns. 
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Get buy-in from the decision makers. Spend time educating the finance person or decision maker 
about your area of the business. That will lay the groundwork for implementing changes later. 
Understand each line item in the budget you're working on. If you don't know what something 
means or where a number comes from, find out yourself. Walk the floor. Talk to people on the 
line. 
Have an ongoing discussion with your team throughout the budget period. The more you plan, 
the more you will be able to respond to unplanned contingencies. 
Avoid unpleasant surprises! As they become available, compare actual figures to the budgeted 
amounts. If there is a significant or unexpected variance, find out why. And be sure to notify the 
finance person who needs to know. 


Tips for setting assumptions 


Use historical data as a starting point. Even when times are changing quickly, information about 
past performance can establish a base from which to begin. 

Trust your own experience. Make educated guesses about what is likely to happen in the future. 
Listen to your intuition. Even though you can't verify those gut feelings, you can take them into 
account. 

Do due diligence. Go out and get the information you need. This may involve doing research, 
reading trade journals, collecting industry statistics, and so on. And don't forget that the 
Internet is a growing information resource. 

Talk with and listen to knowledgeable people. Discuss your ideas with team members, colleagues, 
mentors. Seek out industry participants, suppliers, concerned community leaders, and experts in 
the field. Engage in discussions with competitors. 

Learn when to be a risk-taker and when to be conservative. In a volatile market, conservative 
assumptions may be the safest. 

Test your assumptions. If possible, try out your assumptions in small experiments before you 
accept them 


Annual budgeting and tracking worksheet 
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Annual Budgeting and Tracking Worksheet 
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Budget preparation checklist 


Budget Preparation Checklist 


se this form to identifi sources of tnfermarion for your budger You con change she items listed ro fir your zimarion, such 
et a service business or entry company. 


[7] Senor samageenanr, goals and objectives, stasezy, mission [> lnduswy predscuons/expectanions, mands 

[] Sales and markeneg managers’ projections, mackesplace (Field sales represexeanves” projections, markemplace 
data, goals data, assessment of competiooa 

} Current levels of tales EJ Other: for axampie, maw vecheolory’s mupact 

[| Reeremesnal changes 


Production Costs Do you have information from or about: 


Direct Materials 


Direct Mamfacniring 


E Deprecintion z Property Taxes 
Do you kave information fom or obont: 


L Tneremecral change g Purchasers estimates ‘expectzsoas 
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Cash budget worksheet 


Cash Budget Worksheet 


Use this worksheet to calculate your cash requirements by quarter. Enter your detailed estimates of cash 
receipts and disbursements in the spaces provided, or add new lines. Type over number examples in the table. 


Cash Budget for Fiseal Year 


Cash balance, beginning 
Add recep 
Case Sales 
Collections roms accomnrs recemvable 
Tavestment Racome 
Total cash available for seeds (a) 
Deduct hrdarrements 
Deect ussteriais 
Payroll 
Tccome taxes 
Octer costs 
Machizery purchase 
Total disbersements (catb needed) (b) 
Cash excess (deficiency) (a) — (0) 
Finaxng 
Borrowing (a1 baginming) 
Repayment (at end} 
Tererest oa borrow sag 
Total effects of fimamcimg {d} 
Cask daiance, ending (at = (b) + (d) 


© 2004 by Hemani Basinecr Sebool Pabtnkes. A! sche reserved 


Why Develop Others? 


” 


_ “At the end of the day, you bet on people, not strategies. 
: Larry Bossidy 
_ Former CEO, AlliedSignal 


In today’s global business environment, markets and regulations change quickly. Competitors 
constantly innovate. Technological changes are the norm. 


: In order to outmaneuver the competition and meet the demands of the moment, organizations 
_ must be agile. They must execute flawlessly. And they must transform themselves continuously. 


: Are your leaders ready? 


_ Dr. Noel M. Tichy 
_ Professor 
| University of Michigan Ross School of Business 


http://gwiz4 .gene.com/groups/Humres/development/managementor/20 | !managementor/budgeting/print_topic.html 49/56 


9/7/2016 


Budgeting 


: We have now entered an era where | don’t care what industry you’re in, you need leaders who 
can make decisions, make judgment calls at every single level. All the way down to the interface 
_ with the customer. 


If you go to a company like Google or any of the high tech companies, a lot of the innovation 

: that Amazon does is happening right at the front line. Go ahead, try it, put it out there, we'll 
learn from it. That cannot happen if the senior leadership doesn't have a commitment to both 
develop the leadership capability, but develop the business through engaging people at all levels 
: of the organization. 


: Becoming a teaching organization 


| like to tell parents that they cannot delegate their responsibility to develop their children. And | 
think it is the same in an organization. Day in and day out the person that has the biggest 

; impact on people in the organization is the next level above and the associates around and 

| below. And so to build a learning organization | say is not enough. Learning could be, you know 
_ we are learning cooking, we are learning this or that, but teaching organizations, when | learned 
something, | have a responsibility to teach my colleagues. 


7 So everybody takes responsibility for generating new knowledge and it is not enough to be a 
i learner, you then have to translate it into teaching. 


: The Virtuous Teaching Cycle 

The role of a leader is to ensure that the people who work for them and around them are better 
: every day. There's only one way to make people better. It's to teach them, learn from them, 
create what | call "virtuous teaching cycles”, not command and control. 


| A virtuous teaching cycle is teach learn, teach learn. And the leader has a responsibility for 
reducing the hierarchy, for having a point of view to start the discussion, but then to be 

' responsible to hear everyone's voice, get everyone involved in a disciplined way. It is not a free 
for all. But it is the leader's responsibility to create that virtuous teaching cycle. 


A wonderful example of virtuous teaching cycle is the program that Roger Enrico ran at Pepsi, 
: where every one of the 10 vice presidents comes with a business project. 


Roger Enrico gets smarter as result of five days with 10 vice presidents, because he's learning 
; from them. He needs to lower the hierarchy. He needs to be open to learning. And in turn, the 
people participating need to be energized and empowered to come up and engage in problem 
: solving. 


Another example is at Best Buy, where every morning in the stores you would bring 20 
associates or so together and they would review the profit and loss statement from the day 

| before, what we learned from the different customer segments in our stores, what we can do to 
improve our performance this day. And they do that every single day. The store manager was 

; learning mostly from the associates on the floor. 


That was a virtuous teaching cycle were everybody is teaching everybody, everybody is learning 
and the result has been an incredible result at Best Buy. 


2 “The growth and development of people is the highest calling of leadership.” 
_- Harvey S. Firestone 


Founder, Firestone Tire and Rubber Co 
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; There are clear advantages to leader-led development. 


2 But for many leaders, taking on teaching, coaching, and other development responsibilities can 
;: seem daunting. You might avoid taking on these roles due to lack of time, resources, or your 
own lack of comfort with this role. 


: The following tips and resources can help you impart valuable learning to your team every day. 


To develop others... 
| @ Start with a Teachable Point of View 


The first requirement of being able to develop other leaders is to have what | call a teachable 

: point of view. | often give the example of, if | ran a tennis camp and you just came to day one of 
the tennis camp, | better have a teachable point of view on how | teach tennis. So you are 
standing there looking at me and it has got four elements. One, the ideas, well how do | teach 

; the backhand, the forehand, the serve, rules of tennis. Then if | am a good tennis coach, | have a 
set of values. What are the right behaviors | want, how do | want you to dress, how do | want 

: you to behave on the tennis court. 


: But if that's all | have, what do | do? Show you a power point presentation and then expect you 
to hit 500 backhands, 500 serves, run around for eight hours. | have to have a teachable point 
; of view on emotional energy. How do | motivate you to buy in to the ideas and values? 


7 On one end of the spectrum it could be | threaten you with corporal punishment, the other | can 
| give you stock options, | can make you feel good about yourself, | can help you develop as a 
_ human being, what motivates you. 


And then finally, how do | make the tough judgment calls, the yes/no, decisions as the tennis 
: coach, the ball is in, the ball is out. | don't hire consultants and set up a committee, it is yes/no. 
| And the same with running a business, what are the products, services, distribution channels, 
: customer segments that are going to grow top line growth and profitability of the organization. 


What are the values that | want everyone in the organization to have, how do | emotionally 

' energize thousands of people, and then how do | make the yes/no, judgments on people and on 
business issues. So the fundamental building block of being able to develop other leaders is to 

| have that teachable point of view just like the tennis coach. 


: To develop others... 
_ © Lead with questions 


Questions are hugely important because you want to create dialogue and again, what | call a 

' virtuous teaching cycle where the teacher learns from the students and vice versa. Which means 
everybody ought to be free to ask whatever is on their mind, whatever it will take to get clarity 
; and understanding, but it is not the leader just coming in and freeform asking questions. | believe | 
the leader has a responsibility for framing the discussion, for having as best they can a teachable 
; point of view, they may need help from their people in flushing it out, but they need to set the | 
stage but then it has to be a very interactive, what | call virtuous teaching cycle environment, 

: teach learn, teach learn, teach learn. 


7 To develop others... 
_ e Make it part of your routine 


: A good example to me of an outstanding leader developing other leaders is Myrtle Potter who at 
the time | am commenting was Chief Operating Officer of Genentech running the commercial side 
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: of the business. And she would take time at the end of every single meeting and do some 
coaching of the whole team on how we could perform as a team better, and then she would 

| often take individuals and say, could we spend 10 minutes over a cup of coffee, | want to give 
you some feedback and coaching on that report that you just presented on or how you are 

: handling a particularly difficult human resource issue, but it was part of her regular routine. And 
| think the challenge for all of us as leaders is to make that a way of life and it is built into the 

| fabric of how we lead and it is not a one off event, three times a year. It is happening almost 

_ every day. 


2 To develop others... 
; @ Make it a priority 


One of the biggest challenges in getting people kind of on this path is to overcome some of their 
own resistance, either fear or the way | view the world | don't have time for this, everybody can | 
: make time. Roger Enrico is CEO of Pepsi. He didn't have time to go off for a week at a time and 
run training sessions. He had to readjust his calendar. So it requires you to look in the mirror and 
| say, is this important. If it is important, of course | can make the time. Then | have to get over 
my own anxiety on how well | can do it, but it is a commitment to get on the path that says: 

© this is how | am going to drive my own performance and the performance of my colleagues. 


: To develop others... 
e Learn to teach 


| think the biggest mistake is to assume you are going to be good at it right off the bat. It is like 
: learning anything else. First time you go out and try and play tennis, good luck. But you got to 

stay with it and you got to engage your people in helping make you better and them better. And 
; so it is a journey you need to get on, not | am going to do it perfectly when I start out. 


If you want to be a great leader who is a great teacher, it's very simple. You have got to dive 

: into the deep end of the pool. But you've got to dive into the pool with preparation. | don't want 
you drowning. | want you succeeding. It is extraordinarily rewarding for most human beings to 

: teach others. | think once you can turn that switch on, it is self perpetuating. You get a lot of 
reinforcement, your team is better. You perform better because your performance goes up and 

| it becomes this virtuous teaching cycle. 


: Your opportunity to develop others 


We’ve heard why developing others can drive greater business results, and how to make the 

: most of your leader-led development efforts. The materials provided in Develop Others enable 
you to create personalized learning experiences for YOUR team within the flow of their daily 
activities. Use the guides and projects to engage your team quickly. And to explore how key 

: concepts apply to them in the context of their priorities and goals. 


The value of teaching is the performance of the organization is totally dependent on making 

: your people smarter and more aligned every day as the world changes. In the 21st century we 
are not going to get by with command and control. We are going to have to get by with 

| knowledge creation. The way you create knowledge in an organization is you create these 

' virtuous teaching cycles where you are teaching and learning simultaneously, responding to 
customer demands and changes, responding to changes in the global environment. My bottom 
line is if you're not teaching, you're not leading. 
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A leader’s most important role in any organization is making good judgments — well informed, wise 
decisions about people, strategy and crises that produce the desired outcomes. When a leader shows 
consistently good judgment, little else matters. When he or she shows poor judgment nothing else 
matters. In addition to making their own good judgment calls, good leaders develop good judgment 
among their team members. 


Dr. Noel M. Tichy 
Professor, University of Michigan Ross School of Business 


Dr. Noel M. Tichy is Professor of Management and Organizations, and Director of the Global Business 
Partnership at the University of Michigan Ross School of Business. The Global Business Partnership links 
companies and students around the world to develop and engage business leaders to incorporate 
global citizenship activities, both environmental projects and human capital development, for those at 
the bottom of the pyramid. Previously, Noel was head of General Electric’s Leadership Center at 
Crotonville, where he led the transformation to action learning at GE. Between 1985 and 1987, he was 
Manager of Management Education for GE where he directed its worldwide development efforts at 
Crotonville. He currently consults widely in both the private and public sectors. He is a senior partner in 
Action Learning Associates. Noel is author of numerous books and articles, including: 


For more information about Noel Tichy, visit http://www.noeltichy.com. 


Share an Idea 


Leaders are in a unique position to recognize the ideas and tools that are most relevant and useful for 
their teams. If you only have a few minutes, consider sharing an idea or tool from this topic with your 
team or peers that is relevant and timely to their situation. 


For example, consider sending one of the three recommended ideas or tools below to your team with 
your comments or questions on how the idea or tool can be of value to your organization. By simply 
sharing the item, you can easily engage others in important conversations and activities relevant to 
your goals and priorities. 


Steps for preparing an operating budget 
Tips for setting assumptions 
Budget preparation checklist 


To share an idea, tip, step, or tool with your comments via e-mail, select the EMAIL link in the upper 
right corner of the page that contains the idea, tip, step, or tool that you wish to share. 


Discussion 1: Preparing accurate sales forecasts 


As a manager, you are responsible for the financial results of your department or business unit. Your 
ability to develop and manage against an accurate budget may be a key factor in evaluating your job 
performance and determining your compensation. 


All budgeting requires making assumptions about the future, and no projection is more important than 
sales growth. Helping your team to make informed, accurate predictions about how well your products 
will sell is essential to the success of your organization. 
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Use these resources to lead a discussion with your team about: (1) avoiding the pitfall of 
overestimating sales; (2) assessing the key factors impacting sales; and (3) working with historical 
sales and "run rates." 


Download resources: 


Discussion Invitation: Preparing Accurate Sales Forecasts 
Discussion Guide: Preparing Accurate Sales Forecasts 
Discussion Slides: Preparing Accurate Sales Forecasts (optional) 
Tips for Preparing for and Leading the Discussion 


The discussion you have with your team will help them refine their ability to forecast sales levels for 
their units. 


Working through the discussion guide can take up to 45 minutes. If you prefer a shorter 15- or 30- 
minute session, you may want to focus only on those concepts and activities most relevant to your 
situation. 


Discussion 2: Estimating costs 


As a manager, you are responsible for the financial results of your department or business unit. 
Achieving financial results relative to your budget targets may be a key factor in evaluating your job 
performance. 


Budgeting requires making assumptions about the future, and a working knowledge of estimating costs 
is crucial to sound financial management. Helping your team to make solid estimates of your cost 
structure is essential to your success as an organization. 


Use these resources to lead a discussion with your team about: (1) estimating cost of goods sold 
(COGS); (2) estimating selling, general, and administrative costs (SG&A); and (3) linking revenue and 
cost projections in your organization. 


Download resources: 


Discussion Invitation: Estimating Costs 
Discussion Guide: Estimating Costs 

Discussion Slides: Estimating Costs (optional) 
Tips for Preparing for and Leading the Discussion 


The discussion you have with your team will help them improve their ability to estimate top line 
operating costs within their units. 


Working through the discussion guide can take up to 45 minutes. If you prefer a shorter 15- or 30- 
minute session, you may want to focus only on those concepts and activities most relevant to your 
situation. 


Start a Group Project 


Just like any change effort, successfully incorporating new skills and behaviors into one’s daily 
activities and habits takes time and effort. After reviewing or discussing the concepts in this topic, 
your direct reports will still need your support to fully apply new concepts and skills. They will need to 
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overcome a variety of barriers including a lack of time, lack of confidence, and a fear of making 
mistakes. They will also need opportunities to hone their skills and break old habits. To help ensure 
their success, you can provide safe opportunities for individuals and your team as a whole to practice 
and experiment with new skills and behaviors on the job. 


For example, to encourage the adoption of new norms, you can provide your team members with 
coaching, feedback, and additional time to complete tasks that require the use of new skills. 
Management approaches such as these will encourage team members to experiment with new skills 
until they become proficient. 


Group learning projects provide another valuable technique for accelerating team members’ 
development of new behaviors. A group learning project is an on-the-job activity aimed at providing 
team members with direct experience implementing their new knowledge and skills. Through a learning 
project, team members discover how new concepts work in the context of their situation, while 
simultaneously having a direct and tangible impact on the organization. 


The documents below provide steps, tips, and a template for initiating a group learning project with 
your team, along with two project recommendations for this topic. 
Download resources: 


Tips for Initiating and Supporting a Learning Project 

Learning Project Plan Template 

Learning Project: Identifying Lessons from Prior Year's Budget 
Learning Project: Managing Risk Through "What-if" Scenarios 


Linking Operations to Strategy and Budgeting 


David P. Norton and Philip W. Peck. "Linking Operations to Strategy and Budgeting." Balanced 
Scorecard Report, September 2006. 


Download file 


Summary 


Norton and Philip W. Peck argue that successful strategy execution requires more than just a separate 
strategy budget: The organization must link both strategy and operations to the budget—and do so in 
a way that is transparent (thus easy to analyze and revise) and future focused. Causal models, driver- 
based planning, and adaptive tools such as rolling forecasts together constitute just such an 
integrating mechanism that can also give organizations more information (the whys, not just the 
whats), flexibility, and agility—vital capabilities in a competitive, fast-changing world. 


Dynamic forecasting: A planning innovation for fast-changing times 


Bjarte Bogsnes. "Dynamic Forecasting: A Planning Innovation for Fast-Changing Times." Balanced 
Scorecard Report, September 2009. 


Download file 


Summary 
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A pioneering strategy management professional, Bjarte Bogsnes holds the unique distinction of being 
the only person to have "blown up the budget" at more than one company: at his previous employer, 
the European plastics manufacturer Borealis, and at his current one, Statoil, the Norwegian oil giant. 
Now he wants to blow up the calendar, too—calling it an arbitrary (and anachronistic) basis for 
forecasting. A dedicated champion of the Beyond Budgeting movement, Bogsnes takes the concept of 
rolling forecasting—itself a relatively new approach—one big step further, with dynamic forecasting. 


v 11.0.2.07272011 © 2011 Harvard Business School Publishing. All rights reserved. 


http://gwiz4.gene.com/groups/Humres/development/managementor/20 1 lmanagementor/budgeting/print_topic.html 56/56 


